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Forward Market 


140.1 


Example: Suppose 90-day Treasury bills have the same rate of interest in New York 
and London. Assume this rate to be 8.2% per annum (or 2% per 90 days) . 1 
Let the spot rate be $1.50 = £1. Assume transactions costs to be zero. 
Question: Would a forward rate of $1.51 be an equilibrium rate? 

Let's try it. 


H London in 90 days 



$1.51=; 

| NY in 90 days | 


Start ($1.50) 


Finish $1.54020 


Start ($1.50) 


NY in 90 days | 
Finish ($1.53000) 


ROUTE A IS CLEARLY BETTER THAN ROUSE B. The U.S. investor earns an extra premium 
of $1.54020 - 1.53000 = $.01020 by investing in London, even though interest rates 
are the same there as in N.Y. This is equal to about .68% per 90 days or about 2.7% 
per annum. That premium is RISK-FREE. 2 

Note: The student should make sure he or she understands why a British investor would 
also not find N.Y. attractive relative to London. 

Should a situation such as diagrammed above exist, massive funds would flow 
from N.Y. to London. The demand for pounds would bid up the spot price (for example 
to $1,506) . Americans would also want forward dollars for getting their funds back 
home. So there would be a massive flow of pounds offered in the forward market. This 
would lower the value of the pound relative to the dollar in the forward market.. 


1 (1.02) 4 = 1.082 


The premium arises because the dollar is cheaper forward than it is spot. 


140.2 


If the interest rates remain the same in the 2 countries, the forward and spot markets 
can only came to rest when the forward and spot rates are equal. We can't tell from 
the information given what value those rates will take on. Possible examples are 
$1,507 = £1 spot, $1,507 = £1 forward. 

CONCLUSION: If interest rates are the same in London and N.Y., the spot and forward 
rates between the dollar and trie- pound must be equal. 3 


Second example: 

New York interest rate = 8.2% per annum = 2% per 90 days 
London interest rate = 12.6% per annum = 3% per 90 days 4 
Spot: $1.50 = £1 


Question*- What forward rate will be consistent with equilibrium? 


£1 

| London~j - 
$1.50= £1 T 



3%/90 days 


£1.03 

London in 90 days~| 


2%/90 days I 

► ! NY in 90 days | 


Start $1.50 


Route A = ? 

Route B = $1.53000 


What forward 
rate? 


Answer : 

We must find the forward rate which makes the investor indifferent between the 
£1.03 from route A and fe,he $1.53000 from Route J|,.: Unless this rate prevails., investors 
will go only to one city or the other and the massive flow of funds will start shifting 
the exchange rates. 

To make the .investor indifferent it must be the case that 
£1.03 = $1.53000. 

Divide both sides by 1.03 and it will be seen that the equilibrium forward rate 
is 

£1 = $1.48544 

3 Recall we are assuming zero transactions costs. 

4 ( 1 . 02 ) 4 = 1.082; ( 1 . 03 ) 4 = 1.126 



140.3 


CONCLUSION : 

If interest rates are higher in London than N . Y . , the pound will cost more spot than 
it does forward. (In the example, the pound cost $1.50 spot but only $1.48544 
forward.) 5 The forward premium on the dollar offsets the interest premium on the 
pound. 2 

Note: show the reverse is true for an interest premium in favor of N.Y. 

Note: We have 4 interdependent variables. Once three are known, the other follows 
automatically . 

Ex: If the British government wants to keep the spot rate at $1.50 and the 
forward rate at $1.48544 and if the interest rate in N.Y. is 8.2% ttien the 
British interest rate must be 12.6%. An attempt to make the British interest 
rate 10% in these circumstances would lead to a massive outflow of funds from 
Bri rain. 

Qualification : In the real world transactions in the foreign exchange markets involve 
brokerage fees. Hence, there is some room for the spot and forward rates to 
get out of line relative to the interest rate differential. Some countries 
also may impose controls on foreign exchange transactions or international 
capital movements. 


5 Let s = spot rate ($ / foreign currency unit) 
f = forward: rate ($ / foreign currency uipfcf;) 
ius = our 90-day interest rate 

their 90-day interest rate 

rus = our annualized 90-day interest rate [r 0 s = (1 + ius) 4 -1] 
r foreign = their annualized 90-day interest rate [r fore ign = ( 1+iforeign) 4 -1] 

Then equilibrium occurs when 

1/S (1 + i foreign) ) f = 1 + 


^ ^ foreign $ 

1+L “7 


1 r foreign _ , $ U 

l + r ro " / 


or 


or 



140.4 


Does the fact'ftfeat interest rates are higher in London rhan N.Y. mean that the pound 
is expected to depreciate over 3 months? The formal answer is "yes" since the forward 
rate is a market consensus guess about the future spot rate in 90 days. If the interest 
rate differential is due to a price inflation differential, the .relative 
purchasing-power parity doctrine would predict such depreciation. The story is less 
clear if the interest, fate differential cannot be attributed to differential 
inflation rates. Some consideration of risk must be added. Suppose there was no 
inflation differential and a speculator did not expect depreciation of the pound. 
He/she could sell pounds forward and expect to make a 1% profit by buying those pounds 
in 90 days on the spot market. But the risk of error might deter such a transaction. 
What if 'the pound appreciated? 



